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SUBJECT: Low-incone Medical Cost Refundable Credit

SUMVARY

Under this bill, a qualified taxpayer whose famly incone is between 100% and
200% of the federal poverty level (FPL) would be allowed a refundable credit for
certain medical costs. A “qualified taxpayer” woul d be any individual

not otherw se eligible for Medicare; or

65 years of age or older, but only with respect to nedical costs that are not
covered by Medicare.

The credit amount would be equal to all nedical costs above 2% of the famly
income for famlies between 100% and 150% of the FPL. For famlies with incone
above 150% of the FPL, the percentage of famly income above which the credit is
all oned woul d increnmentally increase and would range from2.5%to 5% depending
upon the income anmpunt.

The bill would repeal various health prograns now avail able to | owinconme people
and appropriates to the Franchi se Tax Board (FTB) savings fromthe repeal of
those progranms to make the refundable credits under this bill.

SUMVARY OF AMENDMENTS

Thi s anmendment provides that for those individuals 65 years of age and ol der, the
credit would apply for those nedical costs not covered by Medicare. (FTB had not
compl eted an analysis of the bill as introduced.)

EFFECTI VE DATE

The bill would be effective January 1, 2000, but the credit would be operative
for taxable years beginning on or after January 1, 1999.

PROGRAM HI STORY/ BACKGROUND

The federal Census Bureau issues the statistical version of the poverty neasure
(poverty thresholds). Poverty guidelines are issued by the federal Departnent of
Heal th and Human Services (DHHS) and are used in determning financial
eligibility for certain federal progranms. Both the thresholds and guidelines are
updat ed annual ly for changes in the Consunmer Price Index (CPl). However, the
poverty guidelines are designated by the year in which they are issued. For

i nstance, the guidelines issued in February 1998 are designated the 1998 poverty
gui delines, but reflect only the CPlI through cal endar year 1997. So they are
approxi mately equal to the cal endar year 1997 poverty thresholds.
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The 1999 poverty guidelines scheduled to be published in the Federal Register on
March 18, 1999, generally will reflect cal endar year 1998 poverty threshol ds.
Under the 1998 guidelines, the poverty |evel for one person is $8,050, with
general ly $2,800 added for each additional person for famly units of |ess than
ei ght persons. For a four-person famly the poverty level is $16, 450.

According to the DHHS, no universal admnistrative definition of “incone,”
“famly,” “famly unit,” or “household” is valid for all programnms using the
poverty guidelines. Prograns that use poverty guidelines in determning
eligibility may use adm nistrative definitions of “inconme” that may differ from
the following statistical definition. For statistical purposes, “incone”
generally includes, but is not Iimted to, total annual cash receipts, net
receipts froma sel f-enployed farner, social security paynents, railroad
retirenment, unenpl oynment conpensation, strike benefits, workers’ conpensation
public assistance, and child support. For statistical purposes, incone generally
does not include, anong other things, capital gains, anbunts fromthe sale of a
house, tax refunds, or enployer-paid benefits. For statistical purposes only, a
“famly” is a group of two or nore persons related by birth, marriage, or
adoption who live together. All related persons are considered nenbers of one
famly. For exanple, an older couple, their daughter and her husband and two
children and the ol der couple’s nephew all living in the same housing unit would
be considered nenbers of a single famly. A household consists of all persons
who occupy a housing unit whether they are rel ated.

Franchi se Tax Board (FTB) primarily adm nisters the Personal |ncone Tax Law
(PI'TL) and Bank and Corporation Tax Law (BCTL). The FTB, however, al so
adm ni sters several non-tax progranms, such as Honeowners and Renters Assistance
(HRA), audits under the Political Reform Act (PRA), and several delinquent debt
collection functions. The Honmeowners and Renters Assistance (HRA) program
general ly provides property tax relief to senior citizens and disabl ed

i ndi vidual s based on a certain percentage of the property tax or the tax

equi val ent for renters. This percentage varies inversely to the claimants’ incone
| evel s and ranges from4%to 96% To be eligible for assistance, the claimant's
total household inconme for the prior cal endar year cannot exceed $33,132. Total
househol d i ncone consists of adjusted gross incone (as conputed for tax purposes)
i ncreased by nontaxabl e income including social security, cash public assistance,
pensi ons and annuities (not otherw se taxable), unenpl oynent insurance, tax-
exenpt interest, life insurance proceeds, gifts in excess of $300, and worker's
conpensati on paynents. Al so, the gross household i ncone cannot exceed $60, 240.
G oss household incone is total household incone plus all non-cash business
expenses such as depreciation, anortization, and depletion. This programis
adm ni stered separate and apart fromthe Personal Incone Tax (PIT) program The
HRA amount represents a partial reinbursenment of the previous fiscal year's
property taxes on personal residences paid directly by homeowners and indirectly
by renters. Relief for homeowners is based on a percentage of the property tax
and for renters it is a fixed assunmed anount. Clainmants generally file for

assi stance from May 15 through August 31, inclusive. It takes up to 15 weeks to
process a claim This historically has been a relatively small program During
1998, FTB processed approxi mately HRA 158, 000 cl ai ns averagi ng | ess than $100 per
claim For 1999, the workload is expected to nore than triple because of

| egislation | ast year (AB 2797) that increased eligibility due to inflation
adjustments to the inconme | evels.
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SPECI FI C FI NDI NGS

Under current state and federal |aw, individuals who item ze can deduct the
anount of certain unrei mbursed nedi cal care expenses, as defined in Internal
Revenue Code (I RC) Section 213(d), paid during the year for thenselves, spouses
and dependents, that exceed 7.5% of adjusted gross inconme.

Certain small enployers (as defined), their enployees and sel f-enpl oyed

i ndividuals can deduct [imted contributions to a nedical savings account (MSA),
if the small enployer provides high deductible health coverage (which is
general ly considered to cover catastrophic costs) for that taxpayer and/or
famly. The contributionis limted based on the anpbunt of the annual deductible
under such coverage.

The PITL provides six personal inconme tax rate brackets ranging from1%to 9.3%
For 1998, individuals (couples) are required to file a tax return if, excluding,
anong ot her itens, social security, unenploynment conpensation, their California
adj usted gross income (AG) exceeds $8,498 ($16,996 married) or if their gross
inconme fromall sources exceeds $10, 623 ($21, 246 narri ed).

Under this bill, any individual, whose famly incone is between 100% and 150% of
the FPL and is not eligible for Medicare, would be allowed a credit equal to al
medi cal costs above 2% of that famly incone. In the case of an individual 65 or
ol der a “qualified taxpayer" would be any individual, but only with respect to
medi cal costs that are not covered by Medicare. For famlies with incone above
150% of the FPL, the credit would be the anmpbunt of medical costs in excess of the
foll owi ng anounts:

For famlies with incomes between: | Covers nedical costs above:
150 and 158% of FPL 2.5%of famly incone

158 and 167% of FPL 3% of famly incone

167 and 175% of FPL 3.5% of famly incone

175 and 183% of FPL 4% of famly incone

183 and 192% of FPL 4.5% of famly incone

192 and 200% of FPL 5% of famly incone

CGenerally, the 1998 federal poverty |level guidelines, which reflect 1997 CPI
changes, are as foll ows:

Si ze of 48 Conti guous

Fam |y Unit States and D. C. Al aska Hawai

1 $ 8,050 $10, 070 $ 9,260
2 10, 850 13, 570 12, 480
3 13, 650 17, 070 15, 700
4 16, 450 20, 570 18, 920
5 19, 250 24,070 22,140
6 22, 050 27,570 25, 360
7 24, 850 31, 070 28, 580
8 27,650 34,570 31, 800

For each additiona
person, add 2, 800 3, 500 3,220
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In order to claimthe credit, the “filer’s” children nust be enrolled in at | east
a mnimum health care plan to cover catastrophic costs.

Exi sting state and federal |laws allow a taxpayer to deduct expenses paid or
incurred in the ordinary course of a taxpayer’s business, i.e., anounts paid for
their enployee’s insurance benefits. Enployer-provided coverage under an
accident or health plan or an MSA is not includible as gross incone of the

enpl oyee.

Under this bill, enployers who provide health insurance for enployees could nake
direct paynent to the health plan of the enpl oyee’ s choi ce.

Currently, many tax returns are filed by professional tax preparers.
Additionally, FTB works with volunteers who prepare tax returns. FTB provides
information to taxpayers and tax preparers through sem nars, forns/instructions,
tax news publications and nedia events.

Under this bill, FTB, in cooperation with the Departnent of Health Services
(DHS), would be required to make direct contact with all qualifying famlies.

The PITL allows numerous credits to encourage certain activities, but no credit
is refundable. Estimated taxes, which are paid by the taxpayer, and anpunts

wi thhel d by the taxpayer’s enployer are remtted during the taxable year. Wen
t hese paynents exceed the tax shown on the tax return, a refund cannot be nade
until after the close of the taxable year and the tax return for the year is
filed.

Under this bill, “filers” qualifying for the credit may file a prelimnary tax
return estimating the famly' s anticipated tax liability for the year, qualified
medi cal costs incurred, and estinmated refund due, “to be applied against their
actual tax return.”

Under PITL, PIT noneys received are credited to the PIT Fund. After making PIT
refunds, under current practice, the balance in the PIT Fund is transferred daily
to the General Fund. Under PITL there is a disbursenent fund, the Tax Relief and
Ref und Account, for which all noneys are continuously appropriated for issuing
all refunds. To fund this account for the previously refundable renters’ credit,
funds were appropriated through a line itemin the annual Budget Act to this fund
in an anmount equivalent to the renters’ credit, as determned by FTB. Simlarly,
moneys are transferred fromthe Disability Fund to the Tax Relief and Refund
Account for making refunds or credits of excess SDI.

According to Departnment of Finance, approximtely $22 billion currently is
budgeted for costs associated with prograns that woul d be repealed by this bill,
of which $20 billion is for Medi-Cal. Approximately one-half of the $22 billion
is paid fromthe General Fund.

For purposes of the refunds that would be clained under this bill, the bill nmakes
a first-year appropriation fromthe General Fund to the FTB in an anobunt equal to
t he anobunt of revenues saved by the prograns, including Medi-Cal, elimnated by
this bill.
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Pol i cy Consi derati ons

The bill would allow taxpayers to file a prelimnary return estimating
the tax, nedical costs and refund. It is inplied that fromthis
prelimnary return FTB woul d refund an anount to the claimant before the
due date of the tax return. This should be clarified.

Hi storically, refundable credits (such as the state renter’s credit and
the federal Earned Incone Tax Credit) have had significant problens wth
fraud. The anount subject to refund under this bill would be virtually
unverifiable, providing a significant incentive for fraud.

This bill would repeal Medi-Cal progranms; however, nost Medi-Cal prograns
hel p persons bel ow the poverty | evel, who would not benefit fromthis
bill.

FTB' s expertise is tax admnistration. This bill could place FTB in the
position of potentially processing nore clains for medical costs
assi stance than tax returns. Mbdreover, since the bill inplies that the

intent is to allow refunds during the tax year with the filing of a
prelimnary return, the potential for fraud may be enhanced. To the
extent that prelimnary returns and related refunds are intended, the
processi ng systemwould be significantly different fromFTB s current PIT
processing system The lack of a requirenment for automated verification
froma reliable third party of the eligibility of the individual and the
medi cal cost information is a significant difference fromFTB s current
PI T processing and system design. The magnitude and sheer size of this
programcould interfere with or disrupt the existing tax processes and
system

Many i ndi viduals affected by this bill would not otherw se have a filing
requirenment. To require these individuals to becone part of the tax
systemin order to receive assistance for their medical costs would add
confusion to the tax systemand this group of individuals.

For taxpayers with children to claimthe credit the taxpayer’s child nust
be enrolled in at least a mninmum health care plan to cover catastrophic
costs. It is unclear why only children are required to have a health
care plan and not the taxpayer and/or spouse, or other |ineal descendants
who are nenbers of the househol d.

Current law allows MSA contributions to be deducted in arriving at AGQ.
This bill would allow the taxpayer to use the sanme contribution to
determine the tax credit under this bill.

This bill does not specify a repeal date. Credits are typically enacted
with a repeal date to ensure that the Legislature reviews the credit’s
ef fectiveness.

Many terns used in this bill for the tax credit appear to be those used
to administer social or health service prograns. Unintended results may
occur when using these definitions in conjunction with the tax system
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For exanmple, the term*“inconme” for purposes of establishing poverty

| evel s generally includes income not subject to tax (social security,
general assistance, child support, unenpl oynent conpensati on,

disability). The nenbers of a person’s household taken into

consi deration for establishing poverty thresholds may include persons who
woul d have to file their own tax return. It is also unclear as to the
treatment of married taxpayers who file separate tax returns under PITL.

For the taxable year that the individual would file a prelimnary return
(claim to receive assistance, the federal poverty guidelines reflecting
the CPI changes for that year would not be available. Not until after
the close of the taxable year when the taxes for that year are due and
payabl e woul d the poverty level guidelines relating to that tax year be
avail able. For exanple, if individuals were filing prelimnary returns
during taxable year 1998, the 1998 published poverty |evel guidelines
will reflect only the CPlI through cal endar year 1997. The 1999 poverty
| evel guidelines reflecting the 1998 CPI changes was schedul ed to be
avai | abl e on March 18, 1999.

The federal Personal Responsibility and Wrk Opportunity Reconciliation
Act of 1996 (the Act) requires states to elimnate a broad array of state
and | ocal benefits, including health benefits, to certain illegal aliens
within the U S. Under the Act, these aliens are ineligible to receive
publicly funded health care services. The refundable credit authorized

by this bill is likely a benefit covered by the provisions of the Act.
If the author intends otherw se, the issue needs to be directly addressed
in the bill.

| npl enent ati on Consi der ati ons

This bill could not be inplenented without anmendnents to resolve the
followi ng considerations. |In any event, inplenenting and adm nistering this
bill in conjunction with the departnment’s existing PIT return process and
computer systemwould be extrenely difficult and costly. Additional

i npl ement ati on considerations may be identified as the bill is further

devel oped.

The department has not adm nistered a refundable tax credit since the
renter’s credit was suspended in 1993. Establishing a refundabl e tax
credit program woul d have a significant inpact on the departnent’s
prograns and operations and require extensive changes to fornms and
syst ens.

Because this bill is operative for years beginning on or after January 1
1999, and assuming it is effective on January 1, 2000, taxpayers could
file for nonetary assistance as early as January 1, 2000, for tax year
1999.

Unless this bill is enacted early this year, given the major inpact this
bill would have on FTB s processing and systens and the need for FTB
staff to continue to focus on Y2K inplenentation, it would be extremely
difficult, if not inpossible, for staff to ready systens and processes to
accommodat e t hese 1999 assistance clains on or inmediately follow ng
January 1, 2000.
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Wthout additional or clarifying definitions or statutory clarity,
confusi on between FTB staff and the taxpayer could exist in the follow ng
ar eas:

1.

It is unclear fromwhat source FTB or taxpayers woul d determ ne
“federal poverty levels” and fromwhat year. |If there is a delay in
t he establishnent and/or publication of the federal poverty |evel
threshold or guideline for a given year, it is unclear as to howthis
credit would be adm nistered for that year.

It is unclear as to how FTB woul d determ ne "nedi cal costs that are
not covered by Medicare.” These credit provisions should set forth
the eligibility requirements or at a mininumreference the officia
source that clearly indicates who is eligible for Medicare.

It is unclear what “nedical care” costs would be includible in
determ ning the credit anpunt. “Medical care” for tax purposes may
not be what the author intends for purposes of health services and
this bill.

It is unclear as to the definition of “well-baby” and “well-child
care.”

It is unclear whether the requirenent that the “filer’s” children have
at least mninmumhealth care to cover catastrophic costs applies only

to children who are nmenbers of the taxpayer’s househol d.

Additionally, it is unclear whether the costs nust be nmerely incurred,
wi t hout regard to paynent.

It is unclear how FTB, or DHS, would identify all qualifying famlies
and what is neant by “direct contact.” It is unclear whether al
qualifying famlies would want “direct contact” by a taxing agency and
whet her for these individuals this is a disclosure or confidentiality
i ssue.

The bill inmplies that the taxpayer could file for nonetary assistance
based on nedi cal costs incurred during the taxable year, before the
tax returnis filed. 1In filing the prelimnary tax return to receive
the assistance, it is unclear under what rules the taxpayer would
estimate the famly' s anticipated tax liability (i.e. based on prior
year’s tax return, annualizing current year income using the prior
year's tax rate since the current rate would be unknown). It is also
unclear if the return could be filed at anytinme during the year and
whether it would be considered a tax return or claim

Furthernore, it is unclear if an individual who files a clai mwould be
required to file a tax return. Additionally, it is unclear as to the
due date of the prelimnary return and whether the return woul d be
subject to audit and the usual statute of limtations for naking a
deficiency assessnents, in the event the taxpayer nmade an error in
filing the prelimnary return

The appropriation provided in the bill would generally apply to costs
associ ated with paynments issued for the fiscal year during which the bil
is enacted, 1999/2000. To allow for the assistance paynents to be
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continually issued by the Controller wi thout regard to fiscal year, the
bill should allow for a continuous appropriation. Additionally, the bill
shoul d aut horize the Controller, through the annual budget process, to
transfer fromthe funding source, as needed, to the Tax Relief and Refund
Account sufficient funds to pay for the assistance and an alternative
fundi ng source for any period during which California may be without a
budget .

Techni cal Consi der ati ons

Under the PITL, the anount returned to the individual is referred to as a
“refund.” Under HRA, a claimant receives nonetary assistance. Under
this bill, it appears that nonetary assistance would be given the

i ndi vidual rather than a “refund” of taxes.

It is unclear why DHS would be required to maintain a list of insurance
pl ans neeting federal standards as a conponent of this credit, when only
children nmust be enrolled in a health care plan and the plan does not
expressly have to neet federal standards.

FI SCAL | MPACT

Depart nental Costs

I npact to the department’s costs cannot be determned until the

i npl ement ati on considerations are resolved, but it is anticipated that given
the nature of the program and the volune of clains that would be filed under
this bill, the departnment’s costs would be significant.

Tax Revenue Esti mate

Based on data and assunptions di scussed below, this bill would result in the
foll owi ng order of magnitude revenue | osses.

Esti mat ed Revenue | npact of AB 1061
As I ntroduced 2/25/99
[$ In MIlions]

1999- 00 2000-01 2001- 02
($500) ($800) ($1, 200)
The bill would be effective with income years begi nning on or after January

1, 1999, with enactnent assuned after June 30.

Esti mates assunme qualified taxpayers would continue to incur nedical costs
in a manner consistent with recent history for these consumers.

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis nmeasure.
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Revenue Di scussi on

The nunber of qualified taxpayers and the anount of medical costs that
exceed specified percentages of famly incone woul d determ ne the revenue
impact of this bill. The estimate was devel oped by projecting the nunber of
qgual i fied taxpayers, projecting nmedical costs in excess of specified
percentages of famly inconme, calculating an average credit, and applying a
series of assunptions to reflect the rate of participation of qualified

t axpayers.

From state and federal data, California s population with famly incone

bet ween 100% and 200% of poverty is estinmated to be about 17.5% of tota
popul ation (roughly 6 mllion persons). Persons per famly unit (estinmated
at 2.2 persons) reduce the estimate of qualifying households. The estinmate
is further reduced for an assunption for filers whose children are not
enrolled in at |least a catastrophic health care pl an.

Qualified nedical costs were estinmated from data descri bing nationa
househol d spending on health care. Health care spending was identified as a
percent of famly income for incone classes between 100% and 200% of poverty
t hreshol ds based on size of famly unit. (For the estimate, it is assuned
that FPLs are determ ned using the noney definition of inconme and does not
reflect non-cash benefits.) Famly income and nedical costs were grown to
out years. For each famly inconme class, the cal cul ated percentage (health
care spending to famly inconme) was multiplied by famly income to derive
total medical costs for each income class. For qualified taxpayers, annua
medi cal costs ranged froma |ow of $1,790 to a high of $2,425 at 1999

| evel s. Medical costs in excess of specified percentages were calculated to
derive an average credit for all classes of famly inconme between 100% and
200% of FPLs. For the 1999 taxable year, the average credit is

approxi mately $1, 250.

The average credit is nultiplied times the nunber of qualified taxpayers to
derive a potential aggregate credit anount. This anmount is reduced for
assunptions about the rate of participation by qualified taxpayers in the
initial and subsequent years of the proposed credit. Assum ng a maxinmm
participation rate of two-thirds is reached by the fifth taxable year,
deducti bl e/refundabl e credits are projected to be on the order of $2 billion
annual | y.

POSI T1 ON

Pendi ng.



